VIRGIN ISLANDS TELEPHONE CORPORATION
2004 ANNUAL TARIFF FILING

Description and Justification

Introduction

The Virgin Idands Teephone Corporation, dlb/a Innovative Telephone (“Innovative’ or the
“Company”) is filing this desription and judification in compliance with the rules and
regulations of the Federad Communications Commisson (the “Commisson” or “FCC”), 47
C.F.R. Section 61.38, as well as the Commission’s requirements for tariff support materids to be
filed with the 2004 annud access tariff as gpecified in the Order of the Wirdine Compstition
Bureau, DA 04-1048, released April 19, 2004. The purpose of this description and judtification
is to provide the Commission with supporting evidence for the Company’s June 16, 2004 tariff

filing for traffic sengtive switched and specid access services.

Background

Innovative is an incumbent loca exchange carier providing regulated telephone services within
its franchised service territory of the United States Virgin Idands (“USVI”), an area that includes
the idands of St. Thomas, St. Croix, St. John and Water Idand. For the tariff period d July 1,
2004 through June 30, 2005 (“TY2004/2005" or “tariff year”), the Company anticipates demand

of 409,952,000 access minutes of use and an average of 71,681 accesslines.

The U.S. Virgin Idands are located in the Caribbean more than 1,000 miles from the Forida
coast.  Hidoricdly, the maingtay of the USVI economy has been tourism, a sector tha
periodicdly is affected by tropicd sorms and hurricanes, as is idand commerce in generd. In
recent years, the USVI has endured a number of serious storms that sgnificantly affected the
idands economies and infragtructure, including the Company’s tdecommunications network.
These storms include Hugo in 1989, Marilyn in 1995, Georges in 1998 and Lenny in the late fall



of 1999. Through ambitious restoration efforts and an aggressve plant modernization program,
Innovative has been able to restore sarvices rapidly in the aftermath of serious storms and is
fortifying its network to withsand the potentid threat of storms in the future. In addition, the
USVI economy, and consequently Innovative, have been dgnificantly affected by the events of
September 11, 2001, the conflict in Irag, the overdl downturn in the United States (“U.S)
economy in recent years and the current fiscd criss of the Compary’s largest customer, the U.S.
Virgin Idands government. In 2004 the U.S. Virgin Idands continues to experience reduced
economic activity, a condition linked to the duggish recovery of U.S. economy, lingering
concerns about the safety of ar travel, as wel as the hodlilities in Irag and the oil sector drike in

Venezuda

While &. Thomas cruise ship arivas have shown a modest increase in 2004, the absence of
cuise ship arivds in S. Croix have sarved to dgnificantly suppress tourism activities and
related expenditures. These conditions have resulted in a continuing reduction in off-idand long
digance demand through the wirdine switched network. The rdaive flanes of
tourist/consumer  activity dampens toll demand, both from persond cdls to the credit card
vdiddion cdls. In addition, Innovatlve's sarvice area continues to experience growth in
wirdess sarvices demand to the detriment of wirdine service demand. Nationwide fixed rate
wirdess cdling plans now have been extended to the U.S. Virgin Idands, providing a no-
additional- cost subdtitute for traditiond toll caling by vidting tourigts.

SUmmary

Table 1 below shows that Innovative's composite access rate will increase by 2.53 percent over
the current rate, from $0.009425 in TY2003/2004 to $0.009433 in TY2004/2005. The
components of this proposed increese are shown in Table 1.  The proposed increase in
TY2004/2005 access rates primarily is due to an increase in the loca switching rate.  All other
switched and specid access rates, with the exception of a smal 1.34% increase in the tandem
switched termination raie, are reduced sgnificantly with this filing. As discussed beow, the
modest proposed increase in the composite access rate for TY2004/2005 reflects increased costs



as the result of an aggressve network modernization effort and an anticipated reduction in access
demand for TY 2004/2005.

Tablel
VITELCO Composite Rate Comparison
Current Composite Rate versus Proposed 2004/2005 Composite Rate

Current Proposed
Element 7/1/03 7/1/04 % Change

1 Loca Switching 0.003307 0.003887 17.52%
2 Tandem Switching 0.004260 0.004057 -4.76%
3 Tandem Switching Termination 0.001179 0.001195 1.34%
Total 0.008746 0.009139 4.49%

4 Tandem Switched Facility 0.000030 0.000027 -11.24%
5 ALOH 22.630033 19.95249821 -11.83%
Line4* Line5 Total 0.000825 0.000700 -21.74%

6 Composite Rate per Minute 0.009425 0.009670 2.53%



Tariff Year Cogts

Innovative's projections of TY2004/2005 costs are based on the Company’s 2004/2005 budget
figures for operating expenses and capita expenditures. During the 12-month period from July
2004 through June 2005 Innovative plans $17.9 million in cgpitd expenditures and plant
additions. These plans are pat of an aggressve plat modernization program that encompasses
severd categories of plant operations.  Within recent years the Company has brought into service
two new DMS-100 host switches. This switch modernization and expanson program continues
during the tariff year with the inddlation and upgrades of severd remote switching units.
Innovative dso is in the process of upgrading feeder plant, digtribution plant and interoffice
tranamisson facilities. An important aspect of the planned program is the converson of exiding
aerid plant to buried and underground plant as part of the continuing effort to fortify the network

in the face of expected active sorm seasons in the next few years.

Another important part of the Company’s modernization program is the expanson of facilities
on the idand of & John, incduding the expandon of trangmisson faclies and
feeder/digribution routes.  Innovative aso continues place fiber optic cable capacity between
each of the U.S. Virgin Idands in order to increase network rdiability and service quality by
replacing exising radio routes, by providing needed redundancy for inter-idand routes and by
increesng bandwidth cepacity. These modernization expenditures will provide better service
qudity, rdiability and increased efficiency and lower unit cods as nework utilization incresses
with the growth in demand.

The Company’s ambitious capital program summarized above, in combination with routine plant
upgrade and replacement programs, demondrate Innovative's continuing commitment to provide
up-to-date and reliable services to its end user and access customers in the mogt efficient manner.
These efforts are combined with a continuing operating expense control program to ensure that
the Company’s rates are and will continue to be as low as posshle given the characteridtics of
the U.S. Virgin Idands operating region.



It is important to note tha this filing proposes to significantly reduce specid access rates and
entrance facilities rates from between 125% to 17.2%. The reductions reflect increased
efficiency in network operations and anticipated increase in demand specid access circuits,
particularly, high capacity circuits.

The expense projections for the tariff year presented here are based on the Company’s caendar
year 2004 operating budget. The anticipated change in operating expenses before income taxes
for cdendar year 2004 over 2003 was trandaed to a monthly growth rate that was assumed to
continue through the firg ax months of 2005. The tariff year cost study incorporates expected

increases in investment and expenses over past year 2003 levels.

Tariff Year Revenue Requirements

The projected tota access revenue requirements for the tariff year, including specid access, will
increase by 3.65% from $5,974,181 in tariff year 2003/2004 to $6,204,942 in tariff year
2004/2005. This growth reflects increases in the loca switching, information and tandem

switched transport revenue requirements and a reduction in specia access revenue requirements.

Taiff year revenue requirements were determined through the application of the Commisson’s
jurisdictiond separations rules (Part 36) and access charge rules (Part 69). The Part 69 process
identified tariff year revenue requirements for switched dements and for specid access service
as a whole. Steps were taken to further segregate, where necessary, the revenue requirements
into specific access element categories.

The TY2004/2005 revenue requirements aso reflect the conditions of the FCC Order 01-304
which require that certain adjustments be made to the cogts.

The fird adjugment shifts 30% of locd switching costs to common line cogts.  This adjustment
is made to the revenue requirements from the tariff year cost sudy results. The results of this
adjustment are shown in Schedule 1, attached hereto.
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The second adjustment requires that transport revenues be reduced and spread over dl access
elements to diminate the TIC charges that are included in the trangport rates. In developing the
access rates the TIC revenue adjustment is set to zero because the transport revenues are higher
than the trangport costs. In Schedule 1 adjustments are made to the transport rates to ensure
transport revenues equa transport costs.

Tariff Year Demand

Innovative projects a reduction in switched access minutes of —4.29 percent for the tariff year
over cadendar year 2003. The negative growth n access minutes in addition to the increase in
revenue requirements are reflected in the composte increase in access rates for TY2004/2005.
The demand projection reflects not only the historica trend in demand, but adso the previous
year's projection error. In other words, the datistical forecast of demand for the tariff year is
adjusted to account for the forecast error that was made in the previous year’ s tariff filing.

Schedule 6 contains the higtoricdl demand and demand forecast which is adjusted for the
previous year's projection errorl. The historicd data for access minutes are monthly minutes of
use for January 2003 through April 2004. The higtorica trend in demand shows that the access
minutes will continue to decrease in the tariff year as compared to 2003.

In addition to the impacts of economic conditions and competition, access demand will continue
to be affected by a fiscd criss faced by Innovative's largest customer, the U.S. Virgin Idands
government. For the fisca year ended June 30, 2003, the USVI government is experienced a
budget deficit of more than $140 million, or over 30% of the tota operating budget. As a
regponse to this budget criss, the government has curtaled services and required unpad
furloughs of government employees. The direct impact will be a reduction in government-
related access demand and the ripple effect of a reduction in government demand of idand sector

*An analysis of projected access demand of for tariff year 2003/2004 versus actual demand shows that Innovative
over-estimated the Company’s demand. The percentage differenceis used to adjust demand for the 2004/2005 tariff
year.
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goods and sarvices, as wel as the reduction in telecommunications demand from affected

government employees and affected commercia sector companies and their employees.

The demand forecast is developed by estimating the compound rate of growth in demand over
the January 2003-April 2004 period. The estimated growth rate and the demand projections for
access minutes are shown in Schedule 6. Based upon these estimates the Company projects a

decrease in 2004/2005 access demand in the tariff year versus 2003.

The Company projects a reduction of 4.29% in access minutes in the tariff year, July 2004-June
2005. The reduction reflects severa conditions in the US Virgin Idands.  Firdt, the continuing
trend of migration of did-up Internet access minutes to locd jurisdiction cdling to Internet
Service Providers (“ISP'S’) premises on the U.S. Virgin Idands loca switched network.
Second, Personal Communications Services (“PCS’) and associated “one-rate’ plans are steadily
making inroads and gaining market share in the U.S. Virgin Idands in 2003. This development
will further erode the Company’s access minutes due to rouing PCS traffic destined off-idand
through PCS provider faciliies to Pueto Rico for eventud routing to interate/internationa
destinations.

Access Rate Development

Innovative's access tariff includes rates only for traffic sendtive switched services and specid
access savices. The Company continues as a paticipant in the Common Line Pool of the
Nationd Exchange Carrier Association (“NECA”) and agpplicable carrier common line access
rates are found in NECA Tariff FCC No. 5.

All rate development cdculations comply with the Commisson’s access charge rules and related
procedures defined in the Loca Transport Rate Restructure, Access Reform and MAG Orders.

Proposed specid access rates reflect overal changes in expected specid access revenue
requirementsin the tariff year.



The access rates proposed by Innovative for the 2004/2005 tariff year are developed in Schedules
1 through 5. Schedule 1 cdculates the adjusted revenue requirements for the access categories
and dso deveops the find rates for transport services. Schedule 2 develops the traffic sengitive
rates for loca switching, directory information surcharge and directory assstance. Schedule 3
develops the rates for tandem switching; Schedule 4 develops the interim rates for tandem
switching termination and facility and the entrance facility rate, and Schedule 5 develops the

specia access rates.

Table 3 below compares the Company’s proposed access rates for TY 2004/2005 with the current
rates. Access rates in the 2004/2005 tariff year will fal for voice grade and DS1 entrance
faclities, tandem switching, tandem switched faciliies and specid access Rates for tandem
switched terminations and locd switching will increese.  The dedline in certain tandem switched
trangport rates reflects the adjussments for the over-recovery of transport costs for this category
of services. In addition, a change in the routing of the Company’s 800 access traffic results in a
lower average-length-of-haul for access traffic, thus reducing the effective tandem switched
facility access charges on a composte bass.  The increases in the other access rates are
consstent with the projected growth in access costs and the decrease in forecasted demand. The
increase in the tandem switching rate reflects the assgnment of dl trunk and multiplexor revenue
requirement to tandem switching, instead of only a portion of these cods.



Table3

Virgin Inslands Telephone Company
2004 Annual Access Tariff Filing

Comparison of Current Rates and 2004 Proposed Rates

Proposed

Ln Rate Element Current 1/ 07/01/2004 2/ % Change
1 Loca Switching 0.003307 $ 00038868 17.53%
2  Entrance Facility - DS1 145.460000 $ 1204275329 -17.21%
3 Tandem Switching 0.004260 $ 00040571 -4.76%
4 Tandem Switching Termination 0.001179 $ 00011949 1.34%
5 Tandem Switched Facility 0.000030 $ 0.0000266 -11.24%
6 Channel Termination - Voice Grade 2-wire 34.130000 $ 29.8654755 -12.49%
7 Channel Termination - Voice Grade 4-wire 55.370000 $ 484500450 -12.50%
8 Channel Mileage Termination Voice Grade 48.260000 $ 422250460 -1251%
9 Channel Mileage Termination- DS1 326.870000 $ 286.0135561 -12.50%
10 Channel Mileage Facility 0.450000 $ 03926318 -12.75%
11 Channel Mileage Facility - DS1 2430000 $ 21268457 -12.48%

1/ Source: Tariff F.C.C. No.1, Section 17, Effective July 1, 2003
2/ Source: 2004 Tariff Filing, Rate Schedules
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